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AGENDA
April 30, 2009

e Economic Outlook

e Interest Rate Outlook
e LGIP Update

e Legislative Update

e Endowment Update

o Q&A
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US Recession
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US Exports plunge in second half of 2008
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AZ Unemployment
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AZ Non-Farm Jobs
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Housing & Construction
Previous Outlook
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Signs of spring on
the horlzon’?
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Arizona Housing Permits: Nearing a Bottom?
Total Monthly Arizona Residential Building Permits 1995 to Feb. 2009
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Phoenix, Arizona Metropolitan Area House Prices Bubble
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11% of US Mortgages Distressed
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Commercial Property
Bubble Bursting Now
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you last year’s
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Also Starring
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Also Starring v r R

3 C BY DANNY ELFMAN
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When Timmy Speaks...
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Sector Mol Americas
Time Period All Quarters Total Amount
r Type
COST: Credit costs/loan chargeoffs/Increased provisions
UNS : Other/unspecified/not broken down
MTGE: Other/Uncategorized Mortgages,/Securities
RES : Uncategorized residential mortgage asset writedowns
CDO : Collateralilzed debt obligations
CMBS: Commercial mortgage-backed securities and real estate
CDS : Credit default swaps/other derivatives
CORP: Subsidiaries/Investments in other firms/Corporate Debt
SUB : Subprime RMBS
TRA : Trading losses
ABS : Non-mortgage Asset-backed securities
OCI : Revaluation reserve/Other comprehensive income
LEV : Leveraged loans/Collateralized Loan Obligations
MONO: Monolines
. el ALT : Alt-A securities
PRI 0CI  MONO SIV - Structured Investment Vehicles/Asset-backed Commercial...
ARS : Auction-rate securities
PRI : Prime mortgages/securities

Base Currency: Billions USD
Copyright: Bloomberg L.P. 2009
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Interest Rate & Yield Outlook




October: Rates to be Lower

Last Calculated 10/20 16:06 EST Expected Future Outcomes and Most Likely Path(s) B Show Peripheral Branches

Most Likely Path Probabiity
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225 2.00%
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PR, SRR [N, (e % By End of _FY"09

Fed Funds Target Rate

No More Cuts |71 12116108 128109 37109 4129109 6124109 811109
Predicted Upcoming FOMC Announcement Date Copyright: Bloomberg L.P. 2009

Note: These scenarios were calculated using Fed Funds futures data. The most likely paths are indicated in red. The dotted
yellow line represents the average expected outcome (forward curve), or the spine of the tree. Warning: The transition probabilities
in the tree are estimated from potentially insufficient information about dynamics of rate changes between two FOMC meetings.
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Method: ® Options © Futures (Live) ® Binary Options

Last Calculated 1/23 428 rected Future Outcomes and Most Likely Path(s) ™ Show Peripheral Branches
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bd Funds Target Rate
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Upcoming FOMC Announcement Date fE

Note: These scenarios were calculated using Fed Funds futures data. The most likely paths are indicated in red. The dotted
yellow line represents the average expected outcome (forward curve), or the spine of the tree. Warning: The transition probabilities
in the tree are estimated from potentially insufficient information about dynamics of rate changes between two FOMC meetings.




Method: ® Options © Futures (Live) ® Binary Options

Last Calculated 4/24 12:56 NY pected Future Outcomes and Most Likely Path(s) ® Show Peripheral Branches

Rates remain below Most Likely Path Probability
1.00% 36.8% 11.6% 8.6% - == forward curve

ed Funds Target Rate

No More Cuts
Predicted

6/24/09 11/4/09
Copyright: Bloomberg L.P. 2009

Upcoming FOMC Announcement Date
Note: These scenarios were calculated using Fed Funds futures data. The most likely paths are indicated in red. The dotted
yellow line represents the average expected outcome (forward curve), or the spine of the tree. Warning: The transition probabilities
in the tree are estimated from potentially insufficient information about dynamics of rate changes between two FOMC meetings.
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HISTORICAL YIELD CURVE PAGE 1 OF 2
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Rate Increases
Forecasted In
One Year
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Is High Spending Going
To Impact Inflation?
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Annual US Budget Surplus / Deficit

Annual US Budget Deficit
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Debt since 1981
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Federal Debt as % of GDP is Soaring
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Economic Forecast
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The National Econom

& Financial Markets
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The Arizona Economy
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Arizona Housing

lags National Housing Market

End of
2014
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“Nike” Whoosh
Forecast
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“Nike” Whoosh
Forecast

2007
2006 2013
2008

2005
2009 2011
| 2010
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| 2014

High Inflation
likely to kickin
in3to5yrs
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Swine Flu going to prolong
the_ US recession?
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State Budget Update
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State Total Operating Account Average Monthly Balance
July 1990 to present

Total Operating Account Monthly Balance Housing Bubble Bursts
July 1990 to present

Dec'07-?77?

Thousands
of Dollars
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State of Arizona Operating Cash Balance On A Downward Trend
Percent Changein Operating Account Balance
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Time Transfers

g Balance

State Operatin
Actual vs Adjusted for One

m Actual

W Adjusted
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State Operating Fund
Ran Out Of Cash

In Aprll as forecasted

e Short $340 million on
April 15th

e Operating Fund in the
Red until April 28t

e Average daily shortfall
$198 million




How did we keep the lights on?

Where did the money come From?
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Where did the money come From?

e State Agencies Diversified Pool 3.
cors oWl e Has about $1.4 billion in assets.
P25 %] @ Consists of non-general fund state

agency funds allowed to earn
> interest.

e Purchased Treasurer's Warrant

(118 Notes rather than Treasuries,

Agencies, or Repo.

We Will Not Tap Any LGIP Funds
For State Borrowing.
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L GIP Performance

3nd Quarter and FY 2009 YTD
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Assets Under Management

(market value)

March 2008 March 2009

Endowment: Endowment:
2,583,533,000 2,226,925,000
21% 22%

Local AZ State Govt.:

Governments: AZ State Govt.: Local
4,701,540,440 4,997,975,560 Governments:
38% 41% 4,607,621,000

46%

3,242,622,000
32%
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FY 09 Performance

Operating Revenue to the State of Arizona
State Agencies, Endowment and LGIP Clients

YTD FY 2009 Earnings Distributed:

$174,590,576

($10.9 m|II|on for general fund)
($52 3 million for the Endowment)
($42.8 million for Local Govt.’s)
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LGIP — Pool 5

Fixed Income
Short Term

$2.08 Billion
as of 3/31/09

WAM - 53.5
days*
(weighted
average
maturity)

NAV - .997
(Net Asset
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I MARKET VALUE BY RATING

1%

PERCENTAGE

19, 4%
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3131109 MARKET VALUE BY RATING 3/31/09 MARKET VALUE BY MATURITY
— Oo PERCENTAGE
.|
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1,500 -

Full Faith & = 1000 -

Credit (Backed 500
by US Treasuries o -
Only)

Short Term

$2.73 Billion
as of 3/31/09

WAM - 21.69
days (weighted
average maturity)
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3/31/09 MARKET VALUE BY RATING 3/31/09 MARKET VALUE BY MATURITY
o 00 PERCENTAGE 2300
500 e [
mAT+
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|
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Long Term

OEEBE+

$66.83 Million S
as of 3/31/09

Duration 1.22
years

Floating NAV
(Net Asset
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Responding to Credit Crunch:

Increased Allocation to UST and US Govt. Agency Discount Notes

Corporate Notes

Commercial Paper
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Responding to Credit Crunch:

Reduction in Corporate Exposure

Pool 5 Corporate Notes

Corporate
Credit exposure
reduced 46%
since 9/30/08

Corporate Credit
exposure down
62% since 1/1/08

Jan-08 Mar-08 May-08 Jul-08 Sep-08 Nov-08 Jan-09 Mar-09
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Responding to Credit Crunch:

Reduction in Corporate Exposure since Sept. ‘08

Holdings Reduced: Holdings Eliminated:
American Express — 53% Citigroup

American Honda - 66% Morgan Stanley
ATT-31% Toyota Motor Credit
Caterpillar—75% UBS

GE Capital — 36% National Rural Utilities

HP -20% Wal Mart
John Deere - 50% IBM

MerrillLynch - 46.3% Textron

Target—22%

Wells Fargo—-41% Further Reductions by 6/12/09:
American Express — 74%
American Honda — 100%
Merrill Lynch —77.2%
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Responding to Credit Crunch:

Reduction in Commercial Paper and Asset Backed
Commercial Paper (CP/ABCP) in Pool 5

Pool5 Total Commercial Paper Exposure
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Risk Management Improvements

* Restructuring Pool 5§ so each non-government credit is no
more than 0.5% of pool assets (approximately $15 million).

Added Independent Credit Review Company Gimmie Credit
to assist with credit analyst work along with Moody’s.

‘Investment Risk Management committee consisting of
Treasurer, Deputy Treasurer, Portfolio Managers continues to
meet weekly to review credits in all investment pools.

Adopted policy to not buy anything for Pool 5 that is not
listed as stable or improving for either Corporate Debt,
Commercial Paper or ABCP.

Committee structure diversifies risk management input, and
strengthens eX|st|ng risk management procedures.
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Other Improvements

‘New Custodian Bank April 1st.
Accounting transition to take place July 1.

Statements should be available sooner starting
in August/September.

Better on-line access to accounts.
Securities Lending to cover cost of contract as

well as possibly provide additional revenue to
investment pools.
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2009 Legislative Agenda

*HB 2104: Quarterly meetings by the Treasurer’s office
made a statutory requirement for all future Treasurer’s.

‘HB2271: Moves mid-term Pools 500 and 700 from Title 41
to Title 35 and allows State Funds to participate in mid-
term pools.

‘HB2425: Lowers the maximum management fee from 12
to 6 basis points (currently 6 basis points). Allows
operations of office to be paid for from management fees.

*SB1150: Adds a third public member to Board of
Investment with emphasis on Endowment.

*‘HB2103: Allows office to hire legal counsel.
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Endowment Performance

3rd Quarter FY 2009
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S&P 500 Retums ta date
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Or has the recent rally been a...
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DEAD CAT
BOUNCE

A dead cat bounce is a figurative
term used by traders in the finance
Industry to describe a pattern
wherein a spectacular decline is
followed by a moderate and
temporary rise before resuming its
downward movement, with the
connotation that the rise was not an
indication of improving circumstances
in the fundamentals of the stock. It is

derived from the notion that "even
a dead cat will bounce if it

_ falls from a great helght"



http://en.wikipedia.org/wiki/Literal_and_figurative_language
http://en.wikipedia.org/wiki/Trader_%28finance%29
http://en.wikipedia.org/wiki/Fundamental_analysis




Endowment FY 09 3rd Quarter

(in Thousands)

Change since FY 2008 YOY

52,600,000 7 mMar-08  m Mar-02
$2 400,000 1

Thousands

52,200,000
52,000,000

51,800,000

42,165,876

51,600,000

41,955,012
$2,026,037

51,400,000
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Endowment FY 09 3rd Quarter

(in Thousands)

= Benchmark = Weighted Return
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Permanent Fund
Change in 3rd Quarter YOY thousands)

52,400,000 7 mwmar-08 = Mar-09

$2 200,000

Thousands

2,000,000
$1,800,000
1,600,000
1,400,000
1,200,000

1,000,000
Book value Market Value
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Distributions are based on a five
year rolling average

2005 Distributions 2006 Distributions 2007 Distributions 2008 Distributions

Beneficiaries receive 20% of each year’s
earnings (less inflation) for five years.
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How the Formula Works

(Permanent Fund example)

YEAR Rate of Return GDP Price Deflator Avg. Market Value
FY 2000 4.71% 2.05% $ 870.8 million
FY 2001 4.39% 2.53% $ 936.0 million
FY 2002 (0.38%) 1.63% $ 968.3 million
FY 2003 6.10% 2.04% $ 945.0 million
FY 2004 8.93% 2.92% $1,104.5 million
FY 2005 6.59% 2.90% $1,374.2 million
FY 2006 4.68% 3.53% $1,745.2 million
FY 2007 12.07% 2.77% $2,042.9 million
FY 2008 (2.46%) 1.95% $2,377.7 million
FY 2009* 331090 (17.8%) 1.11% $2,160.9 million
Average .61% 2.45% $1,938.8 million

— X

= Next Year’s Distribution
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Constitutional Formula

e Although 5 year performance is positive and
producing earnings,

e 5 year inflation average is higher.

e When inflation exceeds earnings, the
Constitution & Enabling Act prohibits
distributions by the Board of Investments.

e WWerecommend changing the formula to a much
more stable and predictable 2% of market value.

e Prevents wild swings in distributions.
o More predlctable dlstrlbutlons to beneflc:larles




How Does Arizona’s
Endowment Compare To
Other Endowments?




How Does Arizona’s
Endowment Compare To Other

Endowments?
EY09 1st & 2nd quarter market value
University of Yale Harvard Boston
Chicago Endowment | Endowment College




How Does Arizona’s
Endowment Compare To Other

Endowments?
EY09 1st & 2nd quarter market value
University of Yale Harvard Boston
Chicago Endowment | Endowment College

Arizona State Land Trust Endowment

Relative Market Value Change Outperformed By:
17-26% 17% 13% 17%




How Does Arizona’s
Endowment Compare To Other
Endowments?

FY09 1st & 2nd quarter market value

Average University Endowments down 24%

Arizona State Land Trust Endowment
Relative Market Value Change Outperformed By:

16%
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Our Investment Philosophy

SAFETY

before

LIQUIDITY

before




Questions?

Please use chat or phone

remember to identify yourself!

THANK YOU
We Appreciate Your Business!!!

Next Quarterly Meeting:
Thursday, July 30, 2009 1:30pm
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